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Why do we study banks? 

» What Is a Bank? 

» What are the different types of banks? 

* The Financial System and Competing Financial- 
Service Institutions 

» The different roles that modern banks can play 
in the economy 

> Old and New Services Offered to the Public 

> Key Trends Affecting All Financial-Service Firms 

* The current & future status of the banking 
industry 


Q: Why do we study banks? 
- Banks are among the most important 


institutions in the economy. They are the 
principal source of credit (loanable funds) 
for individuals and many units of the 
government. 

- Banks are among the most important 
sources of short-term working capital for 
businesses and long-term business loans 
for new plant and equipment. 


Q: What Is a bank? How does a bank 
differ from most other financial-service 


providers? 
A bank should be defined by what it does (i.e., by 
the functions or services) they perform in the 
economy. They are involved in: 
- transferring funds from savers to borrowers 
(financial intermediation), and 
- Paying for goods and services. 
A bank: is a financial institution accepting 
deposits (Subject to withdrawal on demand) and 
granting loans, in addition offering the widest 
range of financial services. 
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Other financial service providers offer some of 


the financial services offered by a bank, but not 
all of them within one institution. 


Non-bank banks are financial institutions 
that provide similar financial services like 
banks except demand deposits and business 
loans. A nonbank bank refers to a company 
that offers limited financial services and 
does not have a full banking license like a 
traditional bank. 


Banks are challenging their non-bank competitors by 
demanding (and often receiving) expanded authority to 
offer security trading and insurance services, real estate 

development, sales of mutual funds, and many other 

newer, more risky, but also more revenue-driven services. 


Q: What are the different types of banks? 


Bank Definition or Description 
Commercial | Sell deposits and make loans to businesses and individuals. 
Banks 
Money | Largest commercial banks based in leading financial centers. 
Center 
Banks 
Community Smaller locally focused commercial and savings banks. 
Banks (focus on smaller communities) 
Savings | Attract savings deposits and make loans to individuals and 
Banks families. 
Cooperative Help farmers and consumers acquire goods and services. 
Banks 


(Established by co-operative members. So, they mainly 
directed to members of cooperative. However, other 
members can also deal with them. ) This type was very 
active in Egypt during 50's 


Mortgage Banks Provide mortgage loans on new homes & housing projects, but do not sell 
deposits. (In Egypt: Arab Real estate bank) 

Investment Underwrite issues of new securities from their corporate customers. 
Banks (Underwriting means buying securities from stock exchange market & 

then selling them) 

Merchant Banks Supply both debt and equity capital to businesses. 


(combine the function of underwriting providing long term loans) 


Industrial Banks 


Industrial banks: grant loans to individuals and companies that 
are associated with specific industry types 


Wholesale Larger commercial banks serving corporations and governments. 
Banks (are concerned with small no. of customers but large customers) 
Retail Banks Smaller banks serving primarily households and small businesses. 
(in some banks there is a retail department dealing with retailers only) 
Limited- | Offer a narrow menu of services, such as credit card companies and sub- 
PUT Pose prime lenders. 


Banks 


Bankers' Supply services (e.g. check clearing and security trading) to banks. 
Banks (This type is not found in Egypt. But there is a clearing house in CBE, since every bank 
exchanges its checks with other banks' checks reaching the final balance whether 
debit or credit) 
Minority Focus primarily on customers belonging to minority groups. 
Banks (ex. Islamic bank in Netherlands is considered minority bank) 
(ex. black colored Americans are considered minority group ) 
National Function under a federal Charter through the comptroller of the currency in the United 
Banks States. 
(authorized to operate all over the country) 
State Banks Function under charters issued by banking commissions in various states. 
(Not found in Egypt. But any bank in Egypt wants to open a new branch should take the 
permission of the central bank.) 
Insured Maintain deposits backed by federal deposit insurance plans (e.g. the FDIC) 
Banks (means that if a bank collapsed, the FDIC will repay the money back to depositors) 
(Not found in Egypt) 
Member __ Belong to the Federal Reserve System. 
Banks: 
Affiliated Wholly or partially owned by a holding company. 
Banks (holding companies owned affiliated companies. Therefore, affiliated companies are part 
of holding companies) 
Virtual | Offer their services only over the internet. 
Banks 


Fringe Banks 


Offer payday and title loans, cash checks, and rent-to-own firms. 


Universal 
Banks 


Offer virtually all financial services available in today's marketplace. 


Q: 
* What are the different kinds of 


non-bank competitors? 
* What about the situation in the 


Egyptian financial market? 


Years ago, banks are suffering 
competition from other financial 
Institutions, but this competition ts 
unfair & tough, because banks all over 
the world are heavily regulated and 
restricted (in Egypt by the CBE Rules) 
In which there Is great legal constraints 
on them, while other financial 
institutions are not regulated by central 
banks or restricted by government or 
law. 
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» For example: 

»- Cash reserve determined by the 
CBE. Each bank must hold 18% 
from its total deposits at the CBE to 
protect depositors’ rights. While 
other financial institutions are not 
required to hold this reserve. 

»>- The minimum capital required to 
establish a bank has a specific 
amount while it is not in other 
financial institutions. 


Therefore, the challenge to differentiate banks from 
other financial service providers is greater than ever 
before. 


The main non-bank competitors: 


1) Savings Associations: Specialized in 
selling savings deposits and granting home 


mortgage loans and other forms of 
household credit to individuals and families. 
2) Credit Unions: Collect deposits from and 
make loans to their members as nonprofit 
associations of individuals sharing a 
common bond ( such as the same 
employer). 


° 3) Money Market Funds: collect short-term 
liquid funds from individuals and institutions 
and invest them in short-term duration 
securities (like mutual funds but not 
necessarily invested in stocks). 

° 4) Mutual Funds (investment companies): are 
companies specialized in purchasing and selling of 

the stocks on behalf of their customers. More 
specifically, they sell shares to the public 
representing an interest in the value of and 
returns from a professionally managed pool of 
stocks, bonds, and other securities. 
» In other words, these mutual funds are 
professional cash management for its customers. 


5) Hedge Funds: sell shares mainly to upscale 
investors in a broad group of different kind of assets. 


6) Security Brokers and Dealers: providing 
investment and savings planning and executing 


security purchases and sales. In Egypt, we use 
"financial securities exchange companies". Ex. 
Hermes. 


» 7) Finance Companies: Supply customers with 
access to cash (liquidity) and short to medium 
term loans to everything from daily 
household & operating expenses to the 
purchase of appliances and equipments. 
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8) Financial Holding Companies (FHC) or Financial 
Conglomerates: Highly diversified financial service providers 
that control multiple financial firms offering many different 
services. Often include credit card companies, insurance & 
finance companies, and security broker/dealer firms operating 
under one corporate umbrella. 

They are like finance companies, but they are larger than them 
& provide widest range of services. They may or may not 
include a bank among the businesses whose stock they own. 


9) Life and Property/Casualty Insurance Companies 
(insurance companies & pension plans): Providing 


customers with long-term savings plans, risk protection to 
persons or property, and credit. They are competitors to banks 
since they mix insurance services with investing & pension 
services. _ 

In Egypt, there are many insurance companies such as Misr 
insurance company. 


|| 
The Situation in the Egyptian market 


Since almost 25 years ago in Egypt, there 


was what was called 
but now we haven't them as 


they caused a lot of financial crisis. 

An obvious example of these companies 
was El-Rayan that offered huge services to 
its customers and successfully entered 
the market and led banks to become less 
important for its customers. 


> This happened because El-Rayan knew 
exactly what people and the market 
want and achieved it for them. 
» However, because there are 
regulations that govern the banking 
industry in Egypt (CBE), these controls 
on banks make them safer for their 
customers than any other non-bank 
institutions that do not have any 
regulations on them. 
: — | non-bank banks in 
Egypt is that offer financial 


services to their customers similar to banks. 


Moreover, the users & investors in Egypt are not risk 
takers and do not bear any risks, so they seek for safe 
sources to invest their money (banks). 


Banks can overcome competition with other 
non-bank institutions and save their position 
through fighting back by: 


a) Be more customer & market oriented: This can 
be achieved through knowing exactly the current 
needs of both the customers and the market and 
trying to accomplish those needs in a way that 
also will achieve the social goals and lead to the 
economic growth. 


° b) Add more technology: In order to cope with 
globalization, they must add & develop 


technology in providing their services to be 
up to date. Ex. ATM. 


° c) Find and develop the most skillful and 


qualified staff: by searching through 
employees to find the best skilled ones, then 


training and developing them. This in turn will 
be reflected in developing the banks by 
creating new ideas that best serve the banks. 


° d) Diversifying the services provided in many 


areds. 


Q: Discuss the different roles the 
modern banks can play . 


The success of any bank depends on their 
ability to: 
- Identify the financial services the public 
demands. 
- Produce those services efficiently. and 


- Sell them at a competitive price. 


The different roles that modern banks can play in the economy are as 
follows: 


Transforming savings received primarily from households into 
credit (loans) for business firms and others in order to make 


1) The intermediation role ; d a ; 
investments in new buildings, equipment, and other goods. 


Carrying out payments for goods and services on behalf of their 
2) The Payments role customers (Such as by issuing and clearing checks and 
providing means for electronic payments). 


Standing behind their customers when they are unable to pay 


3) The guarantor role (such as by issuing letters of credit). 


Assisting customers in preparing financially for the risk of loss to 


4) The risk management role property, persons and financial assets. 


5) The saving/investment advisor Aiding customers in fulfilling their long-range goals for a better 
role life by building and investing savings. 


6) The safekeeping/certification Safeguarding a customer’s valuables and certifying their true 
of value role market value. 


Acting on behalf of customers to manage and protect their 
property. 

Serving as a tool for government policy in attempting to regulate 
the growth of the economy and achieve social goals. 


7) The agency role 


8) The policy role 


Q: Discuss the different services the 
bank can offer. Indicating the situation 


in the Egyptian banking industry 


The services that banks offer to the Public include 
traditional services & modern services: 


A)Services banks have offered for centuries 


(Traditional Services) 


B)Services Banks Have Developed More Recently: 
(Modern Services) 


a , 
Traditional Services Offered By Banks 


* Carrying Out Currency Exchange 

» Discounting Commercial Notes and Making 
Business Loans 

» Offering Savings Deposits 

» Safekeeping of Valuables 

» Supporting Government Activities with Credit 

» Offering Checking Accounts 

» Offering Trust Services 


ee -, 
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More Recent Services Offered by Banks 


» Granting Consumer Loans 

» Providing Financial Advice 

» Managing Cash 

» Offering Equipment Leasing 

» Making Venture Capital Loans 
» Selling Insurance Policies 

> Selling Retirement Plans 


a 
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Offering Security Brokerage and 
Investment Banking Services 


» Underwriting Securities 

» Offering Mutual Funds and Annuities 

» Offering Merchant Banking Services 

» Offering Risk Management and Hedging 
Services 


A) Services banks have offered for centuries 


(Traditional Services) 


1. Carrying out currency exchanges: means 
exchanging one form of currency for another 


currency in return for a service fee. 


2. Discounting Commercial Notes and Making 
Business loans: Means that the merchants or 


creditors can sold or discount commercial 
notes (accounts receivables) to the bank 
before it maturity date with a discounted 
amount in order to raise cash quickly, then the 
bank collects its amount from the debtor on 
maturity. 


(e.g. if there is a note receivable for L.E.120 
that matures next month, but because the 
owner needs the money now, the bank 
purchases it for LE100 now and It collects 
the note on its date). 


3. Offering savings deposits (interest- 
bearing funds): banks accept deposits as 


a source of funds that enable them to raise 
loanable funds. These funds are interest- 
bearing by banks. 


4. Safekeeping of Valuables and Certification 
of Value: means that banks holding gold, 


securities, and other valuables owned by their 
customers in secure vaults in return for rent. This 
income generated from the rent will vary 
according to the valuable item. 


5. Supporting Government activities with 
credit: Means that banks purchase government 


bonds with a portion of any deposits they 
received. (In other words, banks grant loans to 
government to face any deficit) 
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6. Offering Checking Accounts (Demand 
Deposits): 


Checking accounts help depositors in payment for 
goods & services. Nowadays, the checking 
account concept has been extended to the 
internet and smart cards. 

Note that the user is free to withdraw any amount 
without the notice of the bank; that is why It is 
interest free deposits. In Egypt it is called current 
accounts or checking accounts. 


7. Offering Trust Services: 


Means that banks manage customers’ property 
and investing their funds for a fee. 


B) Services Banks Have Developed More Recently: 
(Modern Services) 


1. Granting Consumer Loans: Banks began to 
rely more heavily on consumers for deposits to 


help fund their large corporate loans. 


2. Financial Advising: Banks have long been 
asked for financial advice by their customers for 
a fee, particularly when it comes to the use of 
credit and saving or investing of funds. 


3. Managing Cash: Banks managing customers’ 
cash account to achieve a higher rate of return 
and ensure timely funds availability. 


4. Offering Equipment Leasing: 

This service is considered an alternative to 
lending in which a bank buys equipment and 
rents it to its customers. The leasing arrangement 
benefits both banks and customers; the bank can 
depreciate the leased equipment to save on 


taxes. 


5. Making Venture Capital Loans: 
Increasingly, banks have become active in 


financing the start-up costs of new 
companies. Because of the added risk 
involved in such projects, this is generally 
done through a venture capital firm; also 
banks seek other investors to share in 
bearing risk. 
These loans are part of the borrowed 
capital, which means long-term loans. 


6. Selling insurance policies: 
Banks sell credit life insurance to 


their customers receiving loans, thus 
guaranteeing loan repayment if 
borrowers die or become disabled. 
This service appeared as a 
competition between banks & non- 
bank institutions. However, selling 
insurance would increase bank risk & 
threaten depositors with losses. 


Note that banks can not offer pure insurance 
services; in some cases a bank may establish its 
own insurance company. 


7. Selling and Managing Retirement Plans: 
Pension programs that aid individuals to save 


money for retirement. Banks sell deposit retirement 
plans to individuals holding these deposits until the 
funds are needed for income (Save money) after 
retirement. 

Another form retirement plans is that customers pay 
installments to the bank until the age of retirement 
and then the bank will pay the accumulated amount 
at that age. 


8. Dealing in securities: Offering Security 
Brokerage and Security Underwriting Services 

- Security brokerage: Executing customer's orders 
to buy & sell securities. 

- Security underwriting: Marketing new securities to 
raise funds for corporations and other institutions. 


9. Offering Mutual funds & Annuities: 
These services offer higher yields & carry more 


risks than are currently available on conventional 
bank deposits. 


- Annuities consist of long-term savings plans 
that promise the payment of a stream of 
income to the annuity holder beginning ona 
designated future date (Such as at 
retirement). 


- Mutual funds are professionally managed 
investment programs that acquire stocks, 
bonds, and other securities that appear to “Tit” 
the funds’ announced goals (Such as to 
maximize income or to achieve long-term 
Capital appreciation). 


10. Offering merchant banking services: 
Temporary purchase of corporate stock to aid 


the launching of a new business venture or to 
Support the expansion of an existing 
company. 


This service means that the bank (as a 
temporary stockholder) bears considerable 
risk that the sock purchased may decline in 
value. The risk also includes loss due to 
changing currency prices and interest rates. 


11. Offering Risk Management and Hedging 
Services: Providing customers with financial tools 


to face risk exposure in return for fees. 


Therefore, the multiplicity of bank services and 
functions have led to banks being labeled 
"Financial Department Stores". A financial 
department store is an institution where banking, 
insurance, and security brokerage services are 
unified under one roof. A bank that offers all these 
services Is normally referred to as a universal 
bank. 


** The situation in Egypt: 


Most Egyptian banks today offer almost all of the 
above services, and the menu of these financial 
services IS expanded in response to increasing 
competition and due to deregulation; which means 
reducing the government control over the banking 
service industry. 

Moreover, the banks offer all of these services in 
order to retain its customers & to satisfy all of their 
needs; which mean all financial services are 
performed under one roof "universal banking". 


Q: What are the recent trends that affect 
the global banking industry ? 


What about the effects on the Egyptian 
banks? 


The recent trends faced by banks are 
considered a banking revolution. These 
trends affecting all banks are as follows: 


Trends Affecting Banks and Other 
Financial Service Firms Today 


» Service Proliferation 

» Rising Competition 

» Government Deregulation 

» Increased Interest Rate Sensitivity 

» Technological Change and Automation 

» Consolidation and Geographic Expansion 
» E-Banking and E-Commerce 

» Convergence 

» Globalization 


1.Service Proliferation (diversification): 


banks have been rapidly expanding the menu of 
financial services they offer to their 
customers. This proliferation of new services 
has accelerated in recent years under the 
pressure of: 
- Increasing competition from other banks & 
from other non-bank institutions 
- More knowledgeable and demanding 
customers, and 
- Shifting technology. 


This trend increased bank costs and posed 
greater risk of bank failure. The positive effect 
of this trend is opening new source of income 

to the bank (fees & commissions). 


In Egypt, Egyptian banks now started to go 
beyond traditional services and provide 
modern services. 


2. Rising Competition: 


The level and intensity of competition in the 
financial services field have grown as banks 
and their competitors have expanded their 
service offerings. This competition is 
represented in 

- Competition among banks and other banks in 
attracting customers with the quality of 
services. 

- Competition among banks and & non-bank 
institutions in the variety of services. 


The customer convenience is the name of 
the game in the banking industry. 

Note: that this competition is very tough & is 
not full competition. It seems to be 
monopolistic as the larger the bank the more 
chance to succeed, and the stronger the 
bank will be in the market. Therefore, 
smaller banks will get out of competition. 

In Egypt, the competition pushed Egyptian 
banks to. start widening the’ services 
provided and be market & customer 
oriented. Moreover, attempts by banks to 
face this competition by merger or escape 
from the market. 


3. Government Deregulation: 


Although the banking industry was heavily regulated, 
since in every country there is a regulatory body, now 
there is a trend to deregulation. 


Deregulation means a loosening of government 
control, of the financial services industry, and giving 
banks the freedom to provide services which will help 
them attracting more customers. 

This trend is due to the unfair competition among 
banks & non-bank organizations that provide the same 
services without regulation; also due to _ the 
proliferation of banking services. 


In Egypt, although the controls of the CBE, 
some regulations are released such as 
currency exchange rate, now banks are free to 
set their exchange rate. It is expanded to see 
many exchange rates for different banks. 


In the recent financial crisis, we cannot claim 
that banks need deregulation because the 
reason of this crisis is deregulation. Therefore, 
there is a necessity for more interference from 
central banks. 
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4. Rising Funding Costs: 


Deregulation in combination with — increased 
competition, dramatically increased the real average 
cost of selling deposits, the principal source of funds 
for most banks. 

When banks provide high interest rates on deposits to 
attract customers, this may lead to increased rates on 
loans. At the same time government regulators have 
demanded that banks use more of their owner’s 
capital, a highly expensive source of funds, to support 
banks’ assets. 

These more expensive sources of funds have 
encouraged banks to look for ways to cut other 
operating expenses, such as reducing number of 
employees and replacing aging equipment’ with 
modern electronic processing systems. 


5. An Increasingly Interest-Sensitive mix 
of funds: 


Means that depositors became very 
sensitive to changes in interest rates. 
Therefore, banks are facing better 
educated, more interest-sensitive 
customers today. Thus, banks must now 
strive to be more competitive in the 
returns they offer on the public’s money 
and more sensitive to changing public 
preferences with regard to how savings 
are allocated. 


6. A Technological Revolution: 


Banks faced with higher operating costs in 
recent years have increasingly turned toward 
automation and electronic networks to replace 
labor-based production systems. 


The most prominent examples include ATMs 
(automated teller machines) which give 
customers 24-hour access to their deposit 
accounts; point-of-sale (POS) terminals in 
stores and shopping centers that replace 
paper-based means of paying for goods and 
services; and E-banking. 


Note: this trend affects the customers' 
Opinion to deal with banks to the degree 
of technology provided by the bank. 


Moreover, the use of technology should 


be suitable for the country conditions 
because the technology needs costs for 
training on new machines. 
In Egypt, the Egyptian banks entered the world 
of technology to facilitate the services they 
provide. 


7. Consolidation and geographic Expansion: The 
tendency to merge among small and medium 


banks results in a powerful financial institutions. 
In addition, each bank tries to expand to suburban 
communities to be near from its customers 
everywhere through establishing many branches. 
In Egypt, in the past previous years mergers & 
acquisitions had increased to satisfy capital 
requirements due to the new legislation of banks 
that increased the minimum capital for any bank 
from 50 million pounds to 500 million pounds due 
to Basel agreement. 

Moreover, many Egyptian banks opened many 
branches to be near from customers. 


8. Globalization of Banking: 

The geographic expansion and 
consolidation of banking units’ have 
reached well beyond the boundaries of a 
single nation to include the globe. The 
banking industry is the main industry that is 
affected by globalization because it is very 
easy to transfer money from country to 
country. 

Large banks not only need to be in one nation but 
also try to enter new communities & open 
branches all over the world to serve their 
customers and attract them. 
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In Egypt, since there are no constraints for 
competition, this trend makes competition 
more and more difficult; because now it Is 

international competition and the market is 

opened for foreign banks to provide their 
services. There are a lot of international 
banks entered the Egyptian market which 
will benefit the Egyptian banks from its 
experience. However, there is a debate 
about this trend. 


* Advantages of globalization: 
- Linking local banks with the international 


banking network. 
- Giving opportunity for the Egyptian banks 
to enter foreign markets. 
- Gaining experience from foreign banks. 
- Making more investing & technology 
transfer. 


The competition is for the benefit of the 
customer. 


* Disadvantages or threats of 


globalization: 
- The local capital may move toward 


other countries that contain profitable 
markets, |.e. pushing local limited 
resources to abroad because of 

Investment opportunities. 
- Decreasing the market share of local 
banks. 
- Attracting local skilled personnel to the 

foreign banks with high salaries. 


9. Convergence: 
refers to the movement of businesses 


across industry lines. This trend has been 
most evident among larger banks and other 
non-bank competitors that have eagerly 
climbed into each others with parallel 
service menus. 


Therefore, under the pressure of intense 
competition weaker institutions will fail or 
be merged into larger strong ones. 


10. Increased Risk of Failure: (& risk of 
bankruptcy): 


From the above trends increasing competition between 
banks and non-banks coupled with problem loans and a 
volatile economy have led to bank failures in nations all 
over the world. Therefore, if a bank collapses, it will affect 
thousands of customers, companies’ and_ other 
organizations. That is why government interferes more to 
control the industry. 

In Egypt, of course a lot of banks affected by the 
great competition, so they were sold to other 
banks or merged to stronger ones in financing 
their customers. 

Note: Basel agreement was issued to protect 
depositors from bankruptcy or failure. 


** The current & future status of the bankin 
industry: 


: Are banks dying? 


Due to competition between banks & non- 
bank organizations, there is evidence that 
banks' share of the market for financial 
services appears to be declining, while 
other institutions such as security firms, 
insurance companies, mutual funds, and 
finance companies have gained a growing 
share of available customers. 


As markets have become increasingly efficient 
with recent advances in technology and with 
larger bank customer finding other ways to 
obtain credit (Such as by selling securities in 
the open market), traditional banks do appear 
to be less and less necessary. Then, banks 
face a far heavier burden of government 
regulation than most of their competitors. 
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Q: What are the consequences of declining banks' market 
share for financial services? 


1. Weaken the central bank’s ability to control the 
growth of the money supply and achieve the 
nation’s economic goals. 


2. Damage those customers, mainly small businesses 
and families, who rely more heavily on banks for 
loans and other financial services. 


3. Make banking services less conveniently available 
to customers as a result of consolidating banks and 


closing them. 


| | 
Ways to fight back (return again to the market): 


In order to return again to the market, many 
banks are trying to fight back and slow the loss 
of market share by: 

1. Offering new services. 

2. Charging higher user fees on services. 

3. Offering more services through subsidiary 
businesses that are not closely regulated as 
banks. 

4. Entering into joint ventures with independent 
companies. 


